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In  2016,  the  federal  budget  deficit  will  increase,  in  rela¬ 
tion  to  the  size  of  the  economy,  for  the  first  time  since 
2009,  according  to  the  Congressional  Budget  Office’s 
estimates.  If  current  laws  generally  remained  unchanged, 
the  deficit  would  grow  over  the  next  10  years,  and  by 
2026  it  would  be  considerably  larger  than  its  average  over 
the  past  50  years,  CBO  projects.  Debt  held  by  the  public 
would  also  grow  significantly  from  its  already  high  level. 

CBO  anticipates  that  the  economy  will  expand  solidly 
this  year  and  next.  Increases  in  demand  for  goods  and 
services  are  expected  to  reduce  the  quantity  of  underused 
labor  and  capital,  or  “slack,”  in  the  economy — thereby 
encouraging  greater  participation  in  the  labor  force  by 
reducing  the  unemployment  rate  and  pushing  up  com¬ 
pensation.  That  reduction  in  slack  will  also  push  up  infla¬ 
tion  and  interest  rates.  Over  the  following  years,  CBO 
projects,  output  will  grow  at  a  more  modest  pace,  con¬ 
strained  by  relatively  slow  growth  in  the  nation’s  supply  of 
labor.  Nevertheless,  in  those  later  years,  output  is  antici¬ 
pated  to  grow  more  quickly  than  it  has  during  the  past 
decade. 

The  Budget  Deficit  for  2016  Will  Increase 
After  Six  Years  of  Decline 

The  2016  deficit  will  be  $544  billion,  CBO  estimates, 
$105  billion  more  than  the  deficit  recorded  last  year 
(see  Summary  Table  1).  At  2.9  percent  of  gross  domestic 
product  (GDP),  the  expected  shortfall  for  2016  will  mark 
the  first  time  that  the  deficit  has  risen  in  relation  to  the 
size  of  the  economy  since  peaking  at  9.8  percent  in  2009. 
About  $43  billion  of  this  year’s  increase  in  the  deficit 
results  from  a  shift  in  the  timing  of  some  payments  that 


the  government  would  ordinarily  have  made  in  fiscal  year 
2017,  but  that  will  instead  be  made  in  fiscal  year  2016, 
because  October  1,  2016 — the  first  day  of  fiscal  year 
2017 — falls  on  a  weekend.1  If  not  for  that  shift,  the 
projected  deficit  in  2016  would  be  $500  billion,  or 
2.7  percent  of  GDP. 

The  2016  deficit  that  CBO  currently  projects  is 
$130  billion  higher  than  the  one  that  the  agency  pro¬ 
jected  in  August  201 5. 2  That  increase  is  largely  attribut¬ 
able  to  legislation  enacted  since  August — in  particular, 
the  retroactive  extension  of  a  number  of  provisions  that 
reduce  corporate  and  individual  income  taxes. 

The  deficit  projected  by  CBO  would  increase  debt  held 
by  the  public  to  76  percent  of  GDP  by  the  end  of  2016, 
the  agency  estimates — about  2  percentage  points  higher 
than  it  was  last  year  and  higher  than  it  has  been  since  the 
years  immediately  following  World  War  II  (see  Summary 
Figure  1). 

Outlays 

Federal  outlays  are  projected  to  rise  by  6  percent  this 
year — to  $3.9  trillion,  or  21.2  percent  of  GDP.  That 


1.  October  1  will  fall  on  a  weekend  not  only  in  2016  but  also  in 
2017,  2022,  and  2023.  In  all  of  those  years,  certain  payments  due 
on  October  1  will  instead  be  made  at  the  end  of  September  and 
thus  be  shifted  into  the  previous  fiscal  year.  The  shifts  noticeably 
boost  projected  spending  and  deficits  in  fiscal  years  2016  and 
2022  and  reduce  them  in  fiscal  years  2018  and  2024. 

2.  For  CBO  s  projections  in  August,  see  Congressional  Budget 
Office,  An  Update  to  the  Budget  and  Economic  Outlook:  2015  to 
2025  (August  2015),  www.cbo.gov/publication/50724. 


2 


SUMMARY  OF  THE  BUDGET  AND  ECONOMIC  OUTLOOK:  2016  TO  2026 


JANUARY  19,  2016 


Summary  Table  1. 

CBO’s  Baseline  Budget  Projections 


_ Total _ 

Actual,  2017-  2017- 


2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2021 

2026 

In  Billions  of  Dollars 

Revenues 

Individual  income  taxes 

1,541 

1,621 

1,739 

1,827 

1,902 

1,987 

2,084 

2,184 

2,292 

2,406 

2,529 

2,657 

9,539 

21,608 

Payroll  taxes 

1,065 

1,101 

1,143 

1,182 

1,222 

1,264 

1,314 

1,365 

1,417 

1,471 

1,531 

1,593 

6,126 

13,503 

Corporate  income  taxes 

344 

327 

348 

353 

358 

391 

391 

397 

402 

410 

421 

434 

1,842 

3,907 

Other 

299 

327 

280 

272 

264 

274 

287 

298 

310 

322 

337 

351 

1,376 

2,993 

Total 

3,249 

3,376 

3,511 

3,633 

3,747 

3,917 

4,076 

4,244 

4,421 

4,610 

4,818 

5,035 

18,883 

42,010 

On-budget 

2,478 

2,580 

2,682 

2,774 

2,859 

2,999 

3,126 

3,260 

3,401 

3,552 

3,720 

3,895 

14,441 

32,269 

Off-budgeta 

770 

796 

829 

859 

888 

917 

949 

984 

1,020 

1,058 

1,098 

1,139 

4,442 

9,741 

Outlays 

Mandatory 

2,299 

2,466 

2,558 

2,633 

2,825 

2,981 

3,143 

3,375 

3,500 

3,622 

3,875 

4,142 

14,140 

32,653 

Discretionary 

1,165 

1,198 

1,206 

1,203 

1,222 

1,248 

1,274 

1,307 

1,332 

1,358 

1,397 

1,429 

6,152 

12,975 

Net  interest 

223 

255 

308 

369 

438 

498 

551 

607 

666 

719 

772 

830 

2,165 

5,759 

Total 

3,687 

3,919 

4,072 

4,206 

4,485 

4,727 

4,968 

5,288 

5,498 

5,699 

6,044 

6,401 

22,458 

51,388 

On-budget 

2,944 

3,147 

3,258 

3,343 

3,563 

3,741 

3,914 

4,158 

4,291 

4,411 

4,668 

4,932 

17,818 

40,278 

Off-budgeta 

743 

772 

814 

863 

922 

986 

1,055 

1,130 

1,207 

1,288 

1,376 

1,469 

4,640 

11,110 

Deficit  (-)  or  Surplus 

-439 

-544 

-561 

-572 

-738 

-810 

-893 

-1,044 

-1,077 

-1,089 

-1,226 

-1,366 

-3,575 

-9,378 

On-budget 

-466 

-567 

-576 

-569 

-704 

-741 

-787 

-899 

-890 

-859 

-948 

-1,036 

-3,377 

-8,010 

Off-budgeta 

27 

23 

15 

-4 

-34 

-69 

-105 

-146 

-187 

-230 

-278 

-330 

-197 

-1,369 

Debt  Held  by  the  Public 

13,117 

13,978 

14,613 

15,244 

16,033 

16,886 

17,813 

18,891 

20,003 

21,129 

22,399 

23,817 

n.a. 

n.a. 

Memorandum: 

Gross  Domestic  Product 

17,810 

18,494 

19,297 

20,127  20,906  21,710  22,593  23,528  24,497  25,506 

As  a  Percentage  of  Gross  Domestic  Product 

26,559 

27,660 

104,632 

232,382 

Revenues 

Individual  income  taxes 

8.7 

8.8 

9.0 

9.1 

9.1 

9.2 

9.2 

9.3 

9.4 

9.4 

9.5 

9.6 

9.1 

9.3 

Payroll  taxes 

6.0 

6.0 

5.9 

5.9 

5.8 

5.8 

5.8 

5.8 

5.8 

5.8 

5.8 

5.8 

5.9 

5.8 

Corporate  income  taxes 

1.9 

1.8 

1.8 

1.8 

1.7 

1.8 

1.7 

1.7 

1.6 

1.6 

1.6 

1.6 

1.8 

1.7 

Other 

1.7 

1.8 

1.5 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

1.3 

Total 

18.2 

18.3 

18.2 

18.1 

17.9 

18.0 

18.0 

18.0 

18.0 

18.1 

18.1 

18.2 

18.0 

18.1 

On-budget 

13.9 

13.9 

13.9 

13.8 

13.7 

13.8 

13.8 

13.9 

13.9 

13.9 

14.0 

14.1 

13.8 

13.9 

Off-budgeta 

4.3 

4.3 

4.3 

4.3 

4.2 

4.2 

4.2 

4.2 

4.2 

4.1 

4.1 

4.1 

4.2 

4.2 

Outlays 

Mandatory 

12.9 

13.3 

13.3 

13.1 

13.5 

13.7 

13.9 

14.3 

14.3 

14.2 

14.6 

15.0 

13.5 

14.1 

Discretionary 

6.5 

6.5 

6.2 

6.0 

5.8 

5.7 

5.6 

5.6 

5.4 

5.3 

5.3 

5.2 

5.9 

5.6 

Net  interest 

1.3 

1.4 

1.6 

1.8 

2.1 

2.3 

2.4 

2.6 

2.7 

2.8 

2.9 

3.0 

2.1 

2.5 

Total 

20.7 

21.2 

21.1 

20.9 

21.5 

21.8 

22.0 

22.5 

22.4 

22.3 

22.8 

23.1 

21.5 

22.1 

On-budget 

16.5 

17.0 

16.9 

16.6 

17.0 

17.2 

17.3 

17.7 

17.5 

17.3 

17.6 

17.8 

17.0 

17.3 

Off-budgeta 

4.2 

4.2 

4.2 

4.3 

4.4 

4.5 

4.7 

4.8 

4.9 

5.1 

5.2 

5.3 

4.4 

4.8 

Deficit  (-)  or  Surplus 

-2.5 

-2.9 

-2.9 

-2.8 

-3.5 

-3.7 

-4.0 

-4.4 

-4.4 

-4.3 

-4.6 

-4.9 

-3.4 

-4.0 

On-budget 

-2.6 

-3.1 

-3.0 

-2.8 

-3.4 

-3.4 

-3.5 

-3.8 

-3.6 

-3.4 

-3.6 

-3.7 

-3.2 

-3.4 

Off-budgeta 

0.2 

0.1 

0.1 

* 

-0.2 

-0.3 

-0.5 

-0.6 

-0.8 

-0.9 

-1.0 

-1.2 

-0.2 

-0.6 

Debt  Held  by  the  Public 

73.6 

75.6 

75.7 

75.7 

76.7 

77.8 

78.8 

80.3 

81.7 

82.8 

84.3 

86.1 

n.a. 

n.a. 

Source:  Congressional  Budget  Office. 

n.a.  =  not  applicable;  *  =  between  -0.05  percent  and  zero. 

a.  The  revenues  and  outlays  of  the  Social  Security  trust  funds  and  the  net  cash  flow  of  the  Postal  Service  are  classified  as  off-budget. 
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Summary  Figure  1. 

Federal  Debt  Held  by  the  Public 

Percentage  of  Gross  Domestic  Product 


1940  1945  1950  1955  1960  1965  1970  1975  1980  1985  1990  1995  2000  2005  2010  2015  2020  2025 

Source:  Congressional  Budget  Office. 


increase  is  the  result  of  a  nearly  7  percent  rise  in  manda¬ 
tory  spending,  a  3  percent  increase  in  discretionary  out¬ 
lays  (which  stem  from  annual  appropriations),  and  a 
14  percent  jump  in  net  interest  spending.3 

CBO  anticipates  that  mandatory  outlays  will  be  $168  bil¬ 
lion  higher  in  2016  than  they  were  last  year.  A  significant 
component  of  that  growth  is  Social  Security  outlays, 
which  are  expected  to  increase  by  about  $28  billion  (or 
3  percent) — a  percentage  increase  that  is  smaller  than  last 
year’s,  primarily  because  beneficiaries  did  not  receive  a 
cost-of-living  adjustment  in  2016  but  did  receive  one  in 
2015.  Nevertheless,  because  the  program  is  so  large,  even 
that  smaller-than-average  increase  accounts  for  one-sixth 
of  the  growth  in  mandatory  spending  projected  for  2016. 
Federal  spending  for  the  major  health  care  programs 
accounts  for  a  much  larger  fraction — more  than 
60  percent — of  the  projected  growth  in  mandatory 
spending:  Outlays  for  Medicare  (net  of  premiums  and 
other  offsetting  receipts),  Medicaid,  and  the  Children’s 
Health  Insurance  Program,  plus  subsidies  for  health 
insurance  purchased  through  exchanges  and  related 


3.  About  $39  billion  of  the  increase  in  mandatory  spending  and 
$4  billion  of  the  increase  in  discretionary  spending  result  from  the 
timing  shift  mentioned  above.  If  not  for  that  shift,  total  outlays 
would  rise  by  5  percent  this  year  (and  equal  21.0  percent  of 
GDP);  mandatory  spending  would  rise  by  6  percent  and 
discretionary  spending  by  2  percent. 


spending,  are  expected  to  be  $104  billion  (or  1 1  percent) 
higher  this  year  than  they  were  in  20 15. 4 

Discretionary  outlays  are  projected  to  be  $32  billion 
higher  in  20 1 6  than  they  were  last  year.  That  upturn 
results  largely  from  the  Bipartisan  Budget  Act  of  2015 
(Public  Law  1 14-74),  which  increased  statutory  limits  on 
discretionary  funding,  and  from  the  resulting  appropria¬ 
tions  for  2016,  which  were  equal  to  those  limits.  Accord¬ 
ing  to  CBO’s  estimates,  discretionary  outlays  for  national 
defense — in  their  first  increase  in  five  years — will  edge  up 
slightly  this  year,  and  nondefense  discretionary  outlays 
will  climb  by  4  percent. 

The  substantial  increase  that  CBO  expects  in  net  interest 
spending,  $32  billion,  results  from  two  factors:  Interest 
rates  are  beginning  to  rise,  and  federal  debt  is  growing. 
But  interest  rates  remain  quite  low  by  historical  stan¬ 
dards,  so  net  interest  spending  is  anticipated  to  equal  only 
1.4  percent  of  GDP  in  2016,  still  well  below  its  50-year 
average  of  2.0  percent. 

Revenues 

CBO  expects  federal  revenues  to  rise  by  4  percent  in 
2016 — to  $3.4  trillion,  or  18.3  percent  of  GDP.  That 


4.  If  not  for  the  aforementioned  shift  in  the  timing  of  some 

spending — in  this  case,  certain  Medicare  payments — spending  for 
the  major  health  care  programs  would  increase  by  $80  billion,  or 
9  percent. 
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overall  increase  results  from  growth  in  some  sources  of 
revenues  and  declines  in  others.  Revenues  from  individ¬ 
ual  income  taxes  are  projected  to  rise  by  5  percent — more 
than  the  percentage  increase  in  nominal  GDP — because 
people’s  nominal  income  will  increase  and  also  because 
their  income  will  rise  more  than  will  the  tax  brackets, 
which  are  indexed  only  to  inflation.  That  phenomenon, 
real  bracket  creep,  occurs  in  most  years  when  the  econ¬ 
omy  expands.  Economic  growth  also  will  contribute  to  a 
rise  of  3  percent  in  payroll  taxes,  CBO  estimates.  In 
contrast,  corporate  income  taxes  are  projected  to  dip 
by  5  percent,  largely  because  of  recent  legislation  (the 
Consolidated  Appropriations  Act,  2016,  P.L.  114-113) 
that  extended  several  expired  tax  provisions  retroactively 
to  the  beginning  of  calendar  year  2015.  Revenues  from 
other  sources  are  estimated  to  increase,  on  net,  by 
9  percent,  primarily  because  of  recent  legislation  (the 
Fixing  America’s  Surface  Transportation  Act,  also  called 
the  FAST  Act,  P.L.  1 14-94)  that  increases  remittances  to 
the  Treasury  from  the  Federal  Reserve. 

Growing  Deficits  Are  Projected  to 
Drive  Up  Debt 

In  CBO’s  baseline  projections  (which  incorporate  the 
assumption  that  current  laws  will  generally  remain  the 
same),  growth  in  spending — particularly  for  Social  Secu¬ 
rity,  health  care,  and  interest  payments  on  federal  debt — 
outpaces  growth  in  revenues  over  the  coming  10  years. 
The  budget  deficit  increases  modestly  through  2018  but 
then  starts  to  rise  more  sharply,  reaching  $1.4  trillion  in 
2026.  As  a  percentage  of  GDP,  the  deficit  remains  at 
roughly  2.9  percent  through  2018,  starts  to  rise,  and 
reaches  4.9  percent  by  the  end  of  the  10-year  projection 
period.  The  projected  cumulative  deficit  between  2017 
and  2026  is  $9.4  trillion. 

The  projected  deficits  would  push  debt  held  by  the 
public  up  to  86  percent  of  GDP  by  the  end  of  the  10-year 
period,  a  little  more  than  twice  the  average  over  the  past 
five  decades.  Beyond  the  10-year  period,  if  current  laws 
remained  in  place,  the  pressures  that  had  contributed  to 
rising  deficits  during  the  baseline  period  would  accelerate 
and  push  debt  up  even  more  sharply.  Three  decades  from 
now,  for  instance,  debt  held  by  the  public  is  projected  to 
equal  155  percent  of  GDP,  a  higher  percentage  than  any 
previously  recorded  in  the  United  States. 

Such  high  and  rising  debt  would  have  serious  negative 
consequences  for  the  budget  and  the  nation: 


■  When  interest  rates  increased  from  their  current  levels 
to  more  typical  ones,  federal  spending  on  interest 
payments  would  rise  substantially. 

■  Because  federal  borrowing  reduces  total  saving  in  the 
economy  over  time,  the  nation’s  capital  stock  would 
ultimately  be  smaller  than  it  would  be  if  debt  was 
smaller,  and  productivity  and  total  wages  would  be 
lower. 

■  Lawmakers  would  have  less  flexibility  to  use  tax  and 
spending  policies  to  respond  to  unexpected  challenges. 

■  The  likelihood  of  a  fiscal  crisis  in  the  United  States 
would  increase.  There  would  be  a  greater  risk  that 
investors  would  become  unwilling  to  finance  the 
government’s  borrowing  needs  unless  they  were 
compensated  with  very  high  interest  rates;  if  that 
happened,  interest  rates  on  federal  debt  would  rise 
suddenly  and  sharply. 

Outlays 

In  CBO’s  projections,  federal  outlays  remain  near  21  per¬ 
cent  of  GDP  for  the  next  few  years — higher  than  their 
average  of  20.2  percent  over  the  past  50  years.  Later  in 
the  coming  decade,  if  current  laws  generally  remained  the 
same,  growth  in  outlays  would  outstrip  growth  in  the 
economy,  and  outlays  would  rise  to  23  percent  of  GDP 
by  2026.  That  increase  reflects  significant  growth  in  man¬ 
datory  spending  and  interest  payments,  offset  somewhat 
by  a  decline  (in  relation  to  the  size  of  the  economy)  in 
discretionary  spending. 

Outlays  for  mandatory  programs  are  projected  to  rise 
from  their  current  13.1  percent  of  GDP  (a  figure  that  has 
been  adjusted  for  the  timing  shift  mentioned  above)  to 
15.0  percent  by  the  end  of  the  10-year  projection  period. 
That  increase  is  mainly  attributable  to  the  aging  of  the 
population  and  rising  health  care  costs  per  person. 
(According  to  CBO’s  projections,  the  number  of  people 
who  are  at  least  65  years  old  will  increase  by  37  percent 
between  now  and  2026.)  Of  the  1.8  percentage-point 
increase  in  projected  mandatory  outlays,  0.9  percentage 
points  come  from  a  projected  increase  in  Social  Security 
outlays,  and  0.8  percentage  points  come  from  a  projected 
increase  in  Medicare  outlays  (net  of  premiums  and  other 
offsetting  receipts).  Almost  half  of  the  projected  $2.5  tril¬ 
lion  increase  in  total  outlays  from  20 1 6  to  2026  is  for 
Social  Security  and  Medicare. 
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Because  of  rising  interest  rates  and  growing  federal  debt 
held  by  the  public,  the  government’s  interest  payments 
on  that  debt  are  projected  to  rise  sharply  over  the  next 
1 0  years — more  than  tripling  in  nominal  terms  and  more 
than  doubling  as  a  percentage  of  GDP,  from  1.4  percent 
to  3.0  percent.  Interest  rates  are  now  very  low  by  histori¬ 
cal  standards,  so  net  outlays  for  interest  (in  nominal  dol¬ 
lars)  are  similar  to  their  levels  15  to  20  years  ago,  even 
though  federal  debt  now  equals  a  considerably  larger 
share  of  the  economy.  As  interest  rates  rise,  the  govern¬ 
ment’s  cost  of  financing  its  debt  will  climb — especially  if 
that  debt  continues  to  mount,  as  it  does  in  CBO’s 
projections. 

In  contrast,  discretionary  spending  is  projected  to  drop 
from  6.5  percent  of  GDP  this  year  to  5.2  percent  in 
2026,  a  smaller  percentage  than  in  any  year  since  1962 
(the  first  year  for  which  comparable  data  are  available). 
That  projection  incorporates  the  assumptions  that  the 
limits  on  funding  and  the  automatic  spending  reductions 
set  by  the  Budget  Control  Act  of  201 1  (P.L.  1 12-25), 
as  they  were  subsequently  amended,  will  stay  in  place 
through  2021;  that  appropriations  for  those  years  will  be 
equal  to  the  limits;  and  that  funding  in  later  years  will 
keep  pace  with  inflation. 

Revenues 

If  current  laws  generally  remained  unchanged,  revenues 
would  remain  relatively  stable  in  relation  to  the  size  of  the 
economy,  ranging  between  17.9  percent  and  18.2  percent 
of  GDP  through  2026.  (They  have  averaged  17.4  percent 
of  GDP  over  the  past  50  years.) 

The  projected  stability  of  revenues  over  the  next  decade 
stems  mostly  from  offsetting  changes  in  projections  of 
revenues  from  various  sources.  In  CBO’s  baseline, 
receipts  from  individual  income  taxes  increase  each  year 
in  relation  to  GDP,  because  of  real  bracket  creep,  an 
expected  increase  in  the  share  of  wage  and  salary  income 
going  to  high-income  taxpayers,  rising  distributions  from 
tax-deferred  retirement  accounts,  and  other  factors.  But 
revenues  from  other  sources  decline  in  relation  to  GDP. 
Remittances  from  the  Federal  Reserve,  which  have  been 
unusually  high  since  2010,  return  to  more  typical  levels. 
Corporate  profits  as  a  share  of  GDP  decline  modestly 
because  of  rising  labor  costs,  higher  interest  payments  on 
businesses’  debt,  and  other  factors,  reducing  receipts  from 
corporate  income  taxes.  And  payroll  tax  receipts  decline 


slightly  in  relation  to  GDP,  primarily  because  of  the 
expected  increase  in  the  share  of  wages  going  to  higher- 
income  taxpayers. 

Changes  From  CBO’s  August  2015 
Budget  Projections 

Over  the  2016-2025  period  (which  was  the  10-year 
projection  period  that  CBO  used  last  year),  CBO  now 
projects  a  cumulative  deficit  that  is  $1.5  trillion  larger 
than  the  $7.0  trillion  that  the  agency  projected  in  August 
2015.  The  $1.5  trillion  increase  is  the  net  result  of 
projected  revenues  that  are  lower  by  $1.2  trillion  and 
projected  outlays  that  are  higher  by  $323  billion. 

About  half  of  the  $1.5  trillion  increase  stems  from  the 
effects  of  laws  enacted  since  August — which  will 
reduce  revenues  by  $425  billion  and  increase  outlays  by 
$324  billion  over  the  2016-2025  period,  CBO  estimates, 
adding  $749  billion  to  projected  deficits.  Much  of  that 
amount  stems  from  the  extension  of  tax  provisions  by  the 
Consolidated  Appropriations  Act,  2016,  which  will 
reduce  corporate  and  individual  income  taxes. 

About  30  percent  of  the  increase  in  CBO’s  projection 
of  the  cumulative  deficit  through  2025 — $437  billion — 
results  from  revisions  to  CBO’s  economic  forecast.  Low¬ 
ered  expectations  for  growth  in  the  economy  and  for 
wages  and  corporate  profits  led  the  agency  to  reduce  its 
projections  of  tax  receipts  from  all  sources  by  $771  bil¬ 
lion  over  the  2016-2025  period.  Lower  projections  of 
inflation,  interest,  and  unemployment  rates,  among  other 
changes,  led  CBO  to  mark  down  projected  outlays  by  a 
smaller  amount,  $334  billion. 

Finally,  technical  estimating  changes  that  CBO  has  made 
since  August  have  increased  the  agency’s  projection  of  the 
cumulative  deficit  over  the  2016-2025  period  by 
$363  billion,  largely  by  increasing  projected  outlays. 

The  most  significant  adjustments  to  outlays  involve 
Medicaid  and  veterans’  benefits.  CBO  boosted  its  projec¬ 
tions  of  federal  outlays  for  Medicaid  to  reflect  higher- 
than-expected  spending  and  enrollment  for  newly  eligible 
beneficiaries  under  the  Affordable  Care  Act.  Also,  on  the 
basis  of  recent  trends  in  the  size  of  the  eligible  population 
and  in  average  benefit  payments,  CBO  now  projects  that 
spending  for  veterans’  disability  compensation  will 
increase  substantially. 
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Solid  Economic  Growth  Over  the  Next  Few 
Years  Will  Reduce  Slack  in  the  Labor  Market 

CBO  expects  that  the  economy  will  grow  more  quickly  in 
2016  and  2017  than  it  did  in  2015,  when  real  (that  is, 
inflation-adjusted)  GDP  grew  by  an  estimated  2.0  per¬ 
cent.  The  agency  anticipates  moderate  economic  growth 
in  subsequent  years,  constrained  by  relatively  slow  growth 
in  the  labor  force. 

The  Economic  Outlook  for  2016  Through  2020 

If  current  laws  governing  federal  taxes  and  spending 
generally  remained  in  place,  by  CBO’s  projections,  real 
GDP  would  grow  by  2.7  percent  this  calendar  year  and 
by  2.5  percent  in  2017,  as  measured  by  the  change  from 
the  fourth  quarter  of  the  previous  year  (see  Summary 
Figure  2).  From  2018  through  2020,  the  economy 
would  grow  at  an  average  annual  rate  of  2.0  percent, 
CBO  projects. 

The  agency  anticipates  that  consumer  spending  will  be 
the  largest  single  component  of  that  growth,  as  it  has 
been  in  the  past.  However,  the  pickup  in  the  growth  of 
output  from  2015  to  2016  and  2017  is  likely  to  stem 
largely  from  faster  growth  in  investment  in  business 
capital  and  housing. 

Fiscal  Policy  and  the  Economy.  The  pattern  of  pro¬ 
jected  federal  spending  and  revenues  under  current  law 
would  have  a  range  of  effects  on  the  economy  through 
2020.  Laws  enacted  since  August — most  notably  the 
Bipartisan  Budget  Act  of  20 1 5  and  the  Consolidated 
Appropriations  Act,  2016 — are  estimated  to  boost  real 
GDP  slightly  this  year  and  next  year.  In  total,  however, 
the  fiscal  policies  embodied  in  CBO’s  baseline  would 
dampen  GDP  growth  in  2017  and  2018,  CBO  estimates. 
In  addition,  some  aspects  of  fiscal  policy  under  current 
law,  particularly  the  Affordable  Care  Act  and  real  bracket 
creep,  are  projected  to  dampen  the  supply  of  labor  and 
therefore  the  growth  of  output  through  2020. 

The  Labor  Market.  Since  the  end  of  the  most  recent 
recession  in  2009,  GDP  has  grown  faster  than  potential 
GDP,  on  average.  (Potential  GDP  is  the  maximum  sus¬ 
tainable  output  of  the  economy.)  The  gap  between  the 
two  has  therefore  shrunk,  reducing  the  amount  of  slack  in 
the  economy.  In  its  current  projections,  CBO  expects 
slack  to  diminish  over  the  next  few  years;  for  example,  the 
agency  projects  that  hiring  will  reduce  the  unemployment 
rate  from  5.0  percent  in  the  fourth  quarter  of  2015  to 


4.5  percent  in  the  fourth  quarter  of  2016,  which  would 
be  temporarily  below  the  estimated  natural  rate  of  unem¬ 
ployment  (the  rate  that  arises  from  all  sources  except  fluc¬ 
tuations  in  the  overall  demand  for  goods  and  services). 

That  relatively  low  unemployment  rate  would  not 
indicate  that  slack  in  the  labor  market  had  disappeared 
entirely.  Indeed,  some  slack  is  expected  to  persist  through 
2020,  because  fewer  people  will  be  participating  in  the 
labor  market  than  if  the  economy  was  operating  at  its 
potential.  However,  as  hiring  puts  upward  pressure  on 
employees’  compensation,  it  is  also  likely  to  encourage 
some  people  to  enter  or  stay  in  the  labor  force,  gradually 
reducing  the  shortfall  between  actual  and  potential  labor 
force  participation.  (Potential  labor  force  participation  is 
nevertheless  projected  to  decline  as  a  result  of  underlying 
demographic  trends  and,  to  a  smaller  degree,  federal 
policies.) 

Inflation.  CBO  expects  the  economic  expansion  over  the 
next  two  years  to  put  upward  pressure  on  prices,  helping 
raise  the  rate  of  inflation  to  the  Federal  Reserve’s  goal  of 
2  percent  per  year,  on  average,  as  measured  by  the  price 
index  for  personal  consumption  expenditures. 

Interest  Rates.  In  CBO’s  economic  forecast,  interest  rates 
rise  from  their  currently  low  levels.  The  Federal  Reserve 
had  held  the  target  range  for  the  federal  funds  rate  (its 
primary  policy  rate)  at  zero  to  0.25  percent  since  late 
2008,  but  in  December  2015,  it  raised  the  range  to 
0.25  percent  to  0.5  percent.  CBO  projects  that  the 
federal  funds  rate  will  rise  to  1.2  percent  in  the  fourth 
quarter  of  2016  and  to  2.2  percent  in  the  fourth  quarter 
of  2017  before  settling  at  3.5  percent  in  the  second 
quarter  of  2019. 

Interest  rates  on  federal  borrowing  are  also  expected  to 
rise  steadily  over  the  next  few  years,  as  the  economy 
improves  and  the  federal  funds  rate  rises.  CBO  projects 
that  the  interest  rate  on  3-month  Treasury  bills  will 
steadily  rise  from  0.1  percent  in  the  fourth  quarter  of 
2015  and  settle  at  3.2  percent  by  the  middle  of  2019. 
CBO  also  projects  that  the  interest  rate  on  10-year 
Treasury  notes  will  rise  from  2.3  percent  in  the  fourth 
quarter  of  201 5  to  4. 1  percent  by  the  second  half  of 
2019. 

The  Economic  Outlook  for  2021  Through  2026 

CBO’s  projections  for  the  second  half  of  the  10-year 
period  are  not  based  on  forecasts  of  cyclical  developments 
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Summary  Figure  2. 

Key  Economic  Indicators 

CBO  projects  that  economic  activity  will  expand  at  a  solid  pace  this  year  and  next,  lowering  the  unemployment  rate  and  putting 
upward  pressure  on  inflation  and  interest  rates. 


Growth  of  Real  GDP  Unemployment  Rate 

Percent  Percent 


Inflation 

Percentage  Change  in  Prices 


Interest  Rates 

Percent 


Source:  Congressional  Budget  Office,  using  data  from  the  Bureau  of  Economic  Analysis,  the  Bureau  of  Labor  Statistics,  and  the  Federal  Reserve. 

Real  gross  domestic  product  is  the  output  of  the  economy  adjusted  to  remove  the  effects  of  inflation.  The  unemployment  rate  is  a  measure  of  the  number 
of  jobless  people  who  are  available  for  work  and  are  actively  seeking  jobs,  expressed  as  a  percentage  of  the  labor  force.  The  overall  inflation  rate  is 
based  on  the  price  index  for  personal  consumption  expenditures;  the  core  rate  excludes  prices  for  food  and  energy. 

Data  are  annual.  For  real  GDP  growth  and  inflation,  actual  data  are  plotted  through  2014,  and  percentage  changes  are  measured  from  the  fourth  quarter 
of  one  calendar  year  to  the  fourth  quarter  of  the  next  year.  For  the  unemployment  rate  and  interest  rates,  actual  data  are  plotted  through  2015,  and  all 
data  are  fourth-quarter  values. 

GDP  =  gross  domestic  product. 
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in  the  economy;  rather,  they  are  based  on  the  projected 
trends  of  underlying  factors,  such  as  growth  in  the  labor 
force,  the  number  of  hours  worked,  and  productivity. 
According  to  those  projections,  productivity  will  grow 
faster  than  it  did  over  the  past  decade,  and  both  actual 
and  potential  GDP  will  expand  at  an  annual  average  rate 
of  2.0  percent.  That  rate  represents  a  significant  slow¬ 
down  from  the  average  growth  of  potential  output  that 
was  observed  during  the  1980s,  1990s,  and  early  2000s; 
the  slowdown  results  largely  from  slower  projected 
growth  in  the  nation’s  supply  of  labor. 

Real  GDP  is  projected  to  be  about  one-half  of  one  per¬ 
centage  point  lower  than  real  potential  GDP  from  2021 
through  2026,  reflecting  the  historical  average  over  the 
several  business  cycles  that  occurred  between  1961  and 
2009.  Correspondingly,  the  projected  unemployment 
rate  over  the  2021-2026  period,  5.0  percent,  remains 
slightly  above  the  natural  rate.  Inflation,  as  measured  by 
the  price  index  for  personal  consumption  expenditures, 
is  projected  to  average  2.0  percent  per  year,  and  interest 
rates  for  3-month  Treasury  bills  and  1 0-year  Treasury 
notes  are  projected  to  average  3.2  percent  and  4.1  per¬ 
cent,  respectively.  Those  interest  rates  would  be  well 
above  current  rates.  However,  they  would  be  lower  than 
the  average  rates  over  the  25  years  before  the  most  recent 
recession,  primarily  because  of  lower  inflation  and  slower 
growth  in  the  labor  force  and  in  productivity. 

Changes  From  CBO’s  August  2015 
Economic  Projections 

CBO’s  current  economic  projections  differ  in  some 
important  respects  from  those  that  the  agency  made  in 
August  2015.  For  example,  revisions  to  historical  data 
lowered  CBO’s  estimates  of  potential  total  factor  produc¬ 
tivity  (TFP)  in  the  nonfarm  business  sector  through 
2015.  (TFP  is  the  average  real  output  per  unit  of  com¬ 
bined  labor  and  capital  services.)  Also,  after  reassessment, 
CBO  concluded  that  the  slow  growth  of  potential  TFP 
was  likely  to  persist  longer  than  the  agency  had  projected 
in  August.  As  a  result,  CBO  has  revised  its  projected 
path  of  potential  output  downward  since  August,  an 


adjustment  that  left  potential  and  real  GDP  nearly 
3  percent  lower  at  the  end  of  the  10-year  period. 

In  addition,  economic  developments  since  August  point 
to  a  weaker  outlook  for  output  growth  over  the  next  few 
years.  CBO  also  projects  a  lower  rate  of  unemployment 
and  lower  interest  rates  than  it  did  in  August. 

A  Note  About  These  Budget  and  Economic 
Projections 

In  mid-December  2015,  after  CBO  had  completed  the 
economic  forecast  that  underlies  its  budget  projections 
for  this  report,  lawmakers  enacted  legislation  that  affected 
certain  aspects  of  the  economic  outlook.  Consequently, 
CBO’s  economic  forecast  has  been  updated  to  reflect  the 
enactment  of  that  legislation,  as  well  as  economic  devel¬ 
opments  through  the  end  of  the  year;  that  updated  fore¬ 
cast  is  presented  in  this  report.  But  the  agency  did  not 
have  enough  time  to  incorporate  those  later  changes  to  its 
economic  forecast  into  its  budget  projections.  Therefore, 
even  though  the  budget  projections  in  this  report  include 
the  direct  budgetary  effects  of  legislation  enacted  through 
December,  they  are  based  on  the  economic  forecast  that 
CBO  completed  in  early  December. 

CBO’s  next  set  of  budget  projections  will  be  issued  in 
March.  They  will  be  based  on  the  economic  forecast 
completed  at  the  end  of  December  and  will  also  incorpo¬ 
rate  revisions  derived  from  information  that  becomes 
available  when  the  President's  budget  is  published  and 
from  other  sources. 

A  preliminary  analysis  at  this  point  suggests  that  if  CBO 
had  incorporated  that  updated  economic  forecast  into 
these  budget  projections,  revenues  in  the  baseline  would 
be  between  $100  billion  and  $200  billion  (or  0.2  percent 
to  0.4  percent)  higher  over  the  2016-2026  period  than 
they  are  currently  projected  to  be.  Projected  outlays 
would  also  be  affected,  but  probably  to  a  lesser  extent. 
CBO  will  also  make  technical  estimating  changes  in  its 
March  projections  that  could  be  larger  than  those 
amounts,  in  either  direction. 
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To  aid  the  Congress  in  its  work  on  the  2017  budget  resolution,  CBO  is  releasing  this  document — the  summary  of 
The  Budget  and  Economic  Outlook:  2016  to  2026 — a  week  in  advance  of  the  full  report.  In  accordance  with  CBO’s 
mandate  to  provide  objective,  impartial  analysis,  the  document  makes  no  recommendations. 

Unless  the  document  indicates  otherwise,  all  years  referred  to  in  describing  the  budget  outlook  are  federal  fiscal  years, 
which  run  from  October  1  to  September  30  and  are  designated  by  the  calendar  year  in  which  they  end.  Years  referred  to 
in  describing  the  economic  outlook  are  calendar  years. 

The  document  was  written  by  Christina  Hawley  Anthony,  and  it  provides  an  overview  of  work  by  many  people  at 
CBO.  An  electronic  version  is  available  on  CBO’s  website  (www.cbo.gov/publication/31 129).  When  the  full  report  is 
published,  it — along  with  supplemental  data — will  be  available  at  that  location  as  well. 


Keith  Hall 
Director 


